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The papers in this special issue have been selected from those presented at the Luso-
JapaneseWorkshop on Geographical Economics held in June 2004 at the Monastery
of Arrabida near Lisbon. The workshop was jointly organized by Jose Pedro Pontes
at the Technical University of Lisbon and myself, in commemoration of the special
ties that have evolved between Portugal and Japan for over half a millennium. In
1543, the Portuguese were among the first to introduce the Japanese to Western
technology and culture by bringing rifles and port wine into Japan’s shores. Since
then the two countries have kept a special relationship historically. The setting of
the workshop could not have been better. Indeed, over three days, all participants,
mainly young economists from Portugal and Japan together with several people
from other countries, enjoyed the workshop at the beautiful old monastery on the
mountainside, overlooking the magnificent view of the Atlantic Ocean – the very
same waters Portuguese ships sailed 550 years ago in search of a “New World” on
the opposite side of the earth.
All four papers in this special issue are closely related to the so-called new eco-
nomic geography or geographical economics. Since the early 1990s, there has been
a renaissance of theoretical and empirical work on the spatial aspects of the econ-
omy. Among others, the pioneering work of Paul Krugman on the core-periphery
model has triggered a new flow of interesting contributions to economic geography.
This new economic geography (NEG) has grown as one of the major branches of
spatial economics today. The hallmark of the NEG is a general equilibrium ap-
proach to the modeling of endogenous agglomeration forces generated through the
three-way interactions of increasing returns, transport costs (broadly defined), and
the movement of productive factors. Each paper in this special issue is expected to
contribute to the further development of the NEG.
The first paper, by Fujita and Gokan, extends the framework of existing NEG
models considerably. In all first-generation models of the NEG, firms are assumed
to be spatially integrated, with each firm conducting its entire operation at a single
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location. In reality, however, a growing number of firms choose to break down their
production process into various units spread across different regions or countries.
To investigate the possible economic consequences of the process of international
fragmentation, the paper by Fujita and Gokan has introduced a general equilib-
rium model of monopolistic competition with two countries, in which each firm
possesses a headquarters and possibly multiple plants for the same product. In this
context, the paper focuses on two distinct facets of globalization: the decrease in the
trade costs of goods and the decline of communication costs between the headquar-
ters and plants within each firm. It is shown, among others, that with decreasing
communication costs, firms producing low trade-costs goods (such as electronics
products) tend to concentrate their plants in low wage countries, whereas firms
producing high trade-cost goods (such as automobiles) tend to have multiple plants
serving a segmented market.
Although there are many empirical studies related to the NEG, very few of
them are NEG-specific. In this respect, the paper by Pires represents a valuable
addition to the NEG literature. In the context of an NEG model, this paper presents
an empirical implementation of the concept of market potential, and applies it to
the case of the Iberian Peninsula. It is shown that the Iberian Peninsula presents a
clear center-periphery pattern, in which the pike of the market potential is situated
in the Madrid region, while all Portuguese regions are near the bottom of the
market potential rank. The paper also confirms a direct correlation between the
market potential and regional welfare. Finally, the paper investigates the economic
implications of the complete integration of the Portuguese and Spanish economies.
In the NEG models, the equilibrium spatial structure is determined as a delicate
balance between agglomeration forces and dispersion forces under the influence of
transport costs for various goods. However, depending on the nature of agglomera-
tion forcers and dispersion forces, the impact of transport costs on the equilibrium
spatial structure is very complex, which are still far from being understood clearly.
The paper by Fujita and Mori presents a systematic study of the impact or decreas-
ing transport costs on the equilibrium spatial structure, focusing on the nature of
dispersion forces. While retaining the conventional agglomeration forces due to
product diversity, two types of dispersion forces are considered: (1) local demand
pull due to spatially dispersed demand for differentiated goods, and (2) factor price
pull due to transport costs (or immobility) of homogeneous goods. In the context
of a continuous linear space, it is shown, among others, that if the transport cost for
differentiated goods decreases relatively faster than that for homogenous goods, a
megalopolis will be formed eventually, in which large core-cities are connected by
an industrial belt.
In all existing NEG-models, the market-structure of industries that provide dif-
ferentiated goods is described by using the Dixit-Stiglitz model of monopolistic
competition, in which there exists a continuum of firms, with each firm producing
a horizontally differentiated good under increasing returns. Although the Dixit-
Stiglitz model has contributed enormously to the simplification of analyses while
retaining the monopolistic power of each firm, it is accompanied with many short-
comings. In particular, the assumption of a continuum of firms makes it impossible
to examine the impact of the size of firms (measured by their fixed costs) on the
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equilibrium spatial structure, for the impact of doubling the fixed cost of each firm in
an industry is completely absorbed just by halving the equilibrium number of firms
in that industry. Thus, in order to investigate the impact of the size of firms on the
equilibrium spatial structure, we have no choice but to go back to an oligopolistic
competition model. The last paper by Pontes represents a significant contribution
towards this objective, in which the location of vertically-linked oligopolistic firms
is examined in an two-region economy. A single monopolist firm is assumed to sup-
ply an intermediate good to two downstream firms that compete in the final-good
markets in the two regions. Implicitly, economies of scale are supposed to be more
important in the upstream than in the downstream industry. In this context, the paper
examines the impact of transport-cost changes on the equilibrium spatial structure,
and demonstrates that the relationship between the general level of transport costs
and the agglomeration of firms are non-monotonic.
Finally, I would like to thank the contributors to this special issue of the Por-
tuguese Economic Review for their cooperation. All papers included here have been
extensively revised after their initial presentation at the workshop. I am grateful to
all anonymous referees of the papers for their helpful and constructive comments,
and to the Review’s Editor Paulo Brito for his support of this special issue.
